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Essential Utilities (WTRG US)

Buy: Q3 progress through regulatory complexity

+ Q3 results — top end of annual EPS targets

¢ Strong acquisitions pipeline — Delcora complexity the exception
to the rule; regulatory settlements for infrastructure continuing

¢ Maintain Buy rating, increase TP to USD55 (from USD50)

Q3 results summary. For the first nine months of 2020, customer growth for the
company’s water utilities totalled 1.5%. Essential invested USD554.1m in the first
nine months of the year to improve its regulated water and natural gas infrastructure
systems. Management expects adjusted EPS at the top end of the USD1.53-1.58
range for 2020e, with an earnings CAGR target of 5-7% for 2019 through to 2022e.

Strong pipeline of acquisitions, regulatory settlements continuing. The company
has signed purchase agreements for municipal water and wastewater acquisitions that
are expected to add the equivalent of more than 212,000 water and wastewater retail
customers and approximately USD363m in expected rate base. Its most significant
acquisition, Delcora, is mired in regulatory and legal complexity. Essential hopes that
all issues will be resolved by March-April 2021. This complexity, in our view, should
be regarded as the exception to what is normally a smooth process. To date in 2020,
the regulated water segment has received rate awards or infrastructure surcharges in
lllinois, Indiana, North Carolina, Ohio, Virginia and Pennsylvania totalling an estimated
annualised revenue increase of USD21.0m.

Maintain Buy rating; increase target price from USD50 to USD55. We value
Essential Utilities using the average of three approaches: (1) DCF, (2) dividend yield,
and (3) the average of our PE multiple and rate-based valuations, which renders our
increased target price of USD55 (previously USD50). In our DCF, we increase our
estimates for 2020e slightly and roll forward our base to 2021e, which increases our
valuation to USD50.80 (from USD48.10). For our yield-based approach, we maintain
our target yield at 2.0%. We have rolled forward the dividend, which increases our
yield valuation to USD53.70 from USD50.10. For our approach using the average of
PE and rate-based valuations, we update our target multiple to 33.0x from 31.0x. We
use a water peer group PB of 2.6x as a proxy for our rate-based valuation. The
average of the two increases to USD61.80 (from USD52.10), reflecting our updated
estimates. Peoples Natural Gas was acquired because it, too, has an accelerated
mains replacement cycle. Overall, these changes lead to an increased target price of
USD55 (previously USD50), which implies ¢23% upside from current levels. We
reiterate our Buy rating as we believe the combination of regulated investment growth
and earnings growth remains attractive.

Disclosures & Disclaimer
This report must be read with the disclosures and the analyst certifications in
the Disclosure appendix, and with the Disclaimer, which forms part of it.
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Financials & valuation: Essential Utilities

Financial statements

Year to 12/2019a 12/2020e 12/2021e 12/2022e
Profit & loss summary (USDm)

Revenue 890 1,882 2,141 2,276
EBITDA 497 834 916 989
Depreciation & amortisation -157 -249 -266 -292
Operating profit/EBIT 340 585 649 697
Net interest -131 -155 -192 -201
PBT 212 430 457 495
HSBC PBT 209 430 457 495
Taxation 13 -34 -37 -40
Net profit 225 396 420 456
HSBC net profit 225 396 420 456
Cash flow summary (USDm)

Cash flow from operations 339 713 705 757
Capex -550 -950 -1,000 -1,000
Cash flow from investment -605 -5,225 -1,277 -1,000
Dividends -189 -246 -270 -289
Change in net debt -1,352 3,443 542 532
FCF equity 212 -237 -295 -243
Balance sheet summary (USDm)

Intangible fixed assets 64 939 939 939
Tangible fixed assets 7,224 11,325 12,335 13,043
Current assets 2,011 2,152 2,188 2,207
Cash & others 1,869 1,869 1,869 1,869
Total assets 9,360 14,477 15,524 16,251
Operating liabilities 1,468 1,677 1,732 1,761
Gross debt 3,077 6,521 7,063 7,595
Net debt 1,208 4,652 5,194 5,726
Shareholders' funds 3,881 5,345 5,795 5,961
Invested capital 5,962 10,870 11,862 12,560
Ratio, growth and per share analysis

Year to 12/2019a 12/2020e 12/2021e 12/2022e
Y-0-y % change

Revenue 6.2 111.6 13.8 6.3
EBITDA 57 67.7 9.8 8.0
Operating profit 53 72.0 11.0 7.3
PBT 18.6 103.3 6.3 8.4
HSBC EPS -34 55.1 34 8.4
Ratios (%)

Revenue/IC (x) 0.2 0.2 0.2 0.2
ROIC 6.4 6.4 5.3 5.2
ROE 7.6 8.6 75 78
ROA 4.1 45 4.0 4.0
EBITDA margin 55.9 44.3 42.8 435
Operating profit margin 38.2 311 30.3 30.6
EBITDA/net interest (x) 38 54 48 49
Net debt/equity 31.1 87.0 89.6 96.0
Net debt/EBITDA (x) 24 5.6 57 5.8
CF from operations/net debt 28.0 15.3 13.6 13.2
Per share data (USD)

EPS Rep (diluted) 1.04 1.61 1.67 1.81
HSBC EPS (diluted) 1.04 1.61 1.67 1.81
DPS 0.94 1.00 1.07 1.15
Book value 17.97 21.79 23.00 23.66

Source: Company data, HSBC estimates
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Buy
Valuation data
Year to 12/2019a 12/2020e 12/2021e 12/2022¢
EV/sales 13.7 8.3 76 73
EV/EBITDA 245 18.7 17.7 16.9
EV/IC 20 14 14 13
PE* 431 27.8 26.9 24.8
PB 25 2.1 19 19
FCF yield (%) -1.9 2.2 2.7 2.2
Dividend yield (%) 2.1 22 24 26
*Based on HSBC EPS (diluted)
Source: Company data, HSBC estimates
ESG metrics
Environmental indicators 12/2019a Governance indicators 12/2019a
GHG emission intensity* n/a Number of board members 8
Energy intensity* n/a Average board tenure (years) 7.0
CO; reduction policy Yes Female board members (%) 25
Social indicators 12/2019a Board member independence (%) 87.5
Employee costs as % of revenue n/a
Employee turnover (%) n/a
Diversity policy Yes

* GHG intensity and energy intensity are measured in kg and kWh respectively against revenue in USD ‘000s

Source: Company data, HSBC

Issuer information

Share price (USD) 44.80
Target price (USD) 55.00
RIC (Equity) WTRG.N
Bloomberg (Equity) WTRG US
Market cap (USDm) 10,983

Price relative
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Sector Water Utilities
Country/Region United States
Analyst Verity Mitchell
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Q3 Progress, some regulatory
complexity remains

¢ Q3 results — top end annual EPS targets indicated

+ Strong pipeline of acquisitions — Delcora complexity the exception to
the rule; regulatory settlements for infrastructure continuing

¢ Maintain Buy rating; increase TP to USD55 (from USD50)

Q3 2020 results summary

Essential Utilities reported Q3 results on 3 November 2020. The regulated water segment
reported revenues for the quarter of USD255.7m, an increase of 5.3%. Increased volume and
rates and surcharges were the largest contributors to the increase in revenues for the period, in
addition to customer growth from both organic growth and acquisitions. Operations and
maintenance expenses for the regulated water segment decreased by 2.2% to USD79.3m for
the third quarter of 2020. The regulated natural gas segment reported revenues for the third
quarter of 2020 of USD88.9m. Operations and maintenance for the same period for the
regulated natural gas segment were USD59.6m and purchased gas costs were USD14.8m. The
first nine months of 2020, customer growth for the company’s water utilities has totalled 1.5%.

The company has signed purchase agreements for other municipal water and wastewater
acquisitions that are expected to add the equivalent of over 212,000 water and wastewater retail
customers and approximately USD363m in expected rate base.

Essential invested USD554.1m in the first nine months of the year to improve its regulated water
and natural gas infrastructure systems and to enhance its customer service across its
operations. This does not include an additional USD53.5m that was invested by Peoples, pre-
closing, during the period from 1 January to 15 March 2020.

To date in 2020, the regulated water segment has received rate awards or infrastructure
surcharges in lllinois, Indiana, North Carolina, Ohio, Virginia and Pennsylvania totalling an
estimated increase in annualized revenues of USD21.0m.

Essential declared a quarterly cash dividend of $0.2507 +7%.

The outlook:
¢ Expects adjusted income per diluted common share (non-GAAP) at the top end of the
USD1.53 to USD1.58 range

Earnings growth CAGR of 5 to 7% for 2019 through to 2022
Regulated water segment infrastructure investments of approximately USD550m in 2020

Regulated natural gas segment infrastructure investments of approximately USD400m in 2020
on full-year basis (adjusted to include capital invested in 2020 prior to Essential’'s ownership)



Equities ® Water Utilities
16 November 2020

¢ Infrastructure investments of approximately USD2.8bn through to 2022 in existing operations
to rehabilitate and strengthen water, wastewater, and natural gas systems (including
regulated natural gas segment capital invested in 2020 prior to Essential’'s ownership)

Regulated water segment rate base compound annual growth rate of 6 to 7% through to 2022

Regulated natural gas segment rate base compound annual growth rate of 8 to 10%
through to 2022

¢ Total annual regulated water segment customer growth of between 2 and 3% on average
depending upon regulatory approval

Delcora the exception that proves the rule on regulatory complexity
— expect closure by March-April 2021

Management provided an update to its proposed Delcora acquisition which is currently mired in
regulatory and legal complexity. There is an imminent court proceeding to decide whether there
is a valid and enforceable contract in place between Essential and Delcora. In addition, there
are separate issues about the Delcora trust. In addition to these legal complexities the PUC will
then become involved in assessing the acquisition. Essential hopes that all issues — legal and
regulatory — will be resolved by March-April 2021. This complexity, in our view, should be
regarded as the exception to what is normally a smooth process.

Use of equity raise proceeds

The CEO also mentioned in the earnings call Q&A that the USD300m August equity offering
wold be deployed even if there were continuing delays in the Delcora acquisition. Management
is seeing a number of medium to large acquisition opportunities. Equity currently deferred would
be deployed as and when needed in order to finance these acquisitions.

Acquisitions will remain focused on water and waste water. The Peoples gas rate base growth
is targeted to be 8% to 10% annually without acquisitions given the need for pipe replacement.

Peoples rate case use tax repair —resolution expected Q2 2021

Essential is focusing on repair tax principles which it has utilised in water in Pennsylvania. It
filed a request for USD380 of repair tax in July from the Pennsylvania PUC. This is a catch-up
deduction for the tax repair eligible capital invested prior to Essential's ownership of Peoples.
Regulatory evidentiary hearings area expected at the end of January. The company expects a
final order sometime early in the second quarter of 2021.

Performance against peers

YTD, Essential’s share price has underperformed the S&P 500 by 14%. It is trading at a
discount to its water peer group’s 2020e PE, but in line with some of the US electricity utilities
according to Refinitiv Datastream. This reflects, in our view, its multi-utility status. The US
Treasury 10-year yield has fallen sharply. WTRG, as a defensive utility, should be inversely
correlated to bond yields.
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YTD performance of WTRG vs AWK vs UST 10yr vs FTSE European utilities index vs S&P500
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Credit metrics analysis
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Moody’s requires RCF/net debt in the range of 7-14% and FFO/net debt in the range of 11-18%
to maintain a ‘Baa’ credit rating. Essential’s credit metrics for 2020, shown below, meet the
requirements — it currently has a Baa2 credit rating from Moody’s with stable outlook.

Credit metrics analysis

2021e 2022¢ 2023e 2024e 2025e
RCF / net debt 8.1% 8.1% 8.0% 8.1% 8.3%
FFO / net debt 13.3% 13.1% 13.1% 13.4% 13.8%

Source: HSBC estimates

Change in estimates

We have updated our estimates post Q3 2020 results to reflect improved performance at the
P&L bottom line. We continue to assume the USD300m of equity issuance, which was done on

a forward basis.

Change in estimates (USDm)

2020e 2021e 2022e
EBIT (USDm)
Revised 585 649 697
Previous 585 639 697
Change 0% 2% 0%
Net income (USDm)
Revised 396 420 456
Previous 400 445 479
Change -1% -6% -5%
EPS (USD)
Revised 1.61 1.67 1.81
Previous 1.53 1.66 1.79
Change 5% 1% 1%
DPS (USD)
Revised 1.00 1.07 1.15
Previous 1.00 1.07 1.15
Change 0% 0% 0%

Source: HSBC estimates
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Valuation and risks

We value Essential Utilities using the average of three approaches: (1) DCF, (2) dividend yield,
and (3) the average of our PE multiple and rate-based valuations, which renders our increased
target price of USD55 (previously USD50).

2

In our DCF, we maintain our beta at 0.6 in line with its peers. We updated our estimates as
above, moved equity issuance to for Delcora to 2021 and rolled forward our DCF valuation
to 2021e which increases our valuation from USD48.10 to USD50.80.

For our yield-based valuation, we maintain our target yield at 2.0% to keep it in line with the
water and related utilities peers. We have rolled forward the dividend which increases our
yield valuation to USD53.70 from USD50.10.

For our approach using the average of PE multiple and rate-based valuations, we update
our target multiple to 33.0x from 31.0x to keep it in line with that of peers. We use a water
peer group PB of 2.6x as a proxy for a rate-based valuation. This is consistent with all US
utilities under our coverage and is a proxy for EV. The average of the two increases to
USD61.80 (from USD52.10), reflecting our updated estimates. We continue to use regulated
water peers, not gas utility peers, because water utilities have higher implicit growth. Peoples
was acquired because it, too, has an accelerated mains replacement cycle.

Overall, these changes lead to an increased target price of USD55 (previously USD50), which
implies c23% upside from current levels. We reiterate our Buy rating as we believe the combination
of regulated investment growth and earnings growth remains attractive.

Summary of valuation (USD)

Particulars New Previous
Current price at close of 12-Nov-2020 44.8 NA
DCF (updated estimates, rolled forward valuation) 50.8 48.1
Yield 2% (yield unchanged, dividend rolled forward) 53.7 50.1
SOP & Peer multiple (updated estimates and multiples) 61.8 521
Target price (average rounded) 55.0 50.0
Upside/ downside to target price 22.8% NA
Rating Buy Buy

Source: HSBC estimates

WACC inputs and DCF valuation

WACC inputs Equity valuation USDm
Cost of debt + DCF value 16,555
Pre-tax cost of debt 3.9% + ST marketable assets 0
Marginal tax rate 8.0% + Value of associates 0
Cost of equity + Other assets 878
Risk-free rate 25% EV (asset side) 17,433
Equity risk premium 3.0% - Netdebt (+ if Net cash) (4,623)
Additional risk - Quasi debt (pension) 0
Beta (unchanged) 0.60 - Value of minorities 0
Debt - 32% 3.6% Total non-equity claims (4,623)
Equity -  68% 4.3% Value of equity 12,811
Cost of capital 4.0% Value per share (USD) 50.8

Source: HSBC estimates
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2021e Rate base
Regulated water
Pennsylvania 3,954
Ohio 393
llinois 409
Texas 342
New Jersey 229
North Carolina 263
Indiana 96
Virginia 89
Regulated gas 2,634
Total 8,409
Price to rate base 21,864
Non-regulated 2020 PE multiple 9
Net debt 2020e, pensions & Minority (4,623)
Estimated equity value 17,251
Estimated equity value per share (USD) 68.5
PE Multiple valuation
2020 earnings 1.67
2020 PE sector average 33.0
Value per share 55.1
Average of rate base valuation and PE multiple valuation 61.8

Source: HSBC estimates

Downside risks: Essential Utilities failing to achieve the desired rate case revisions and
infrastructure surcharges; lacking organic growth from asset replacement; inability to take
advantage of the Fair Market Value legislation opportunity; dividend growth at a lower rate than
we assume; inability to gain the Fair Market Value premium required in the systems it wants to
acquire in Pennsylvania. Its current acquisitions of systems — New Garden and Limerick — are

facing challenges to the premium proposed by Aqua.
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Rating distribution for long-term investment opportunities
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Hold 34% ( 30% of these provided with Investment Banking Services )
Sell 9% (27% of these provided with Investment Banking Services )
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Share price and rating changes for long-term investment opportunities
Essential Utilities (WTRG.N) share price performance Rating & target price history
USD Vs HSBC rating history

From To Date Analyst
Buy Restricted 15 Apr 2019
Restricted Buy 30 Apr 2019 Verity Mitchell
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Source: HSBC
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